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BEFORE TEE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

In the Matter of the Appeal of %
ENSI GN CLUB )

No. Y4R-955-GO

Appear ances:

For Appellant: Bill Bertetta

For - Respondent: Patricia I. gart
Counsel

OP1 NI ON

This apgeal is made pursuant_to sectiaon 26075,
subdi vi si on (a)’ 2_9 of the Revenue 2nd Taxat i on Code

fromthe action of the Franchise Tax Board in danying the
clai m of Ensign Cbgb for refund of franchise tax i'n th
amount of $4, 041, for the income year ended January 31,
1978.

1/ Unless otherw se specified, I ' - rences
are to sections of the Reve_nue_aﬁ‘!]I TaREH 8R EBdRtaleER
effect for the income year in issue.
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The major issue in this matter is'whether and,
to what extent, gain fromthe sale of appellant's rea
property during the year at issue should be recognized
pursuant to the provisions of section 23732, subdivision
(a) (2)(C).

Appel  ant is an organi zati on exenpt from
taxati on under section 23701g. Prior to and during the
year at issue, appellant owned real property |located at
751 47th Street in OGakland, California (hereinafter "47th
Street property") which was used directly in the perfor-
mance of its exempt function. On April 28, 1976
appel I ant purchased other real property |located at 3318
Pl ednmont Avenue in Oakland, California (hereinafter
"Pi edmont property”) which was also used directly in the
performance of its exenpt function. At the tine of the
purchase of the Piedmornt property, -«he a47.h Streec
property was listed for sale. Bowever, due to zoning
restrictions, poor |ocation, and a depressed real estate
market, the 47th Street property was not sold unti
August 24, 1977, some 16 nonths afzer the purchase of the
Pi ednont property.

Appellant's tax return for fiscal year ended
January 31, 1978, indicated that appellant realized a
gain of $27,781 fros the sale of the 47th Street property
(Resp. Br., Ex. B), but none of that gain was recognized.
Upon audit,. respondent concluded that the sale was sub-
ject to taxation as "unrelated exenpt function incong"
and assessed additional tax of $2,520.36. Appellant
filed a protest dated July 8, 1982. dowever, appellant
subsequently paid the amunt assessed plus interes-t and
filed this claimfor refund. On March 21, 1984, respon-
dent disallowed the refund and appellant filed this

appeal .

On appeal, appellant initially argues that
section 23732, subdivision (a) (2)(c), should apply to the
sale so that the gain should not be recognized. 1In
contrast, respondent contends that the transaction does
not neet the stated requirenments of section 23732,
subdi vision (a) (2)(c), and that:, accordingly, gain nust
be recogni zed.

~This case, then, initiaily involves the
construction of section 23732, subdivision (a)(2)(cC)
whi ch provides, as follows:.

| f property used directly in the
performance Of the exempt Function
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of an organi zation described in
section 23701g or 23701i is sold by
such organization, and within a
period begi nning one year before the
date of such sale, and ending three
years after such date, other
property is purchased and used by
such organization directly in the
performance of its exenpt function,
ain (if any) from such sale shal

e recogni zed only to the extent
that such organi zation's sales price
of the old property exceeds the
organi zation's cost of_ purchasing
the other property. For purposes of
this subparagraph, the destruction
in whole or 1n part; theftc, seizure,
requi sition, or condemation of
property, shall be treated as the
sal e of such property and rules
simlar to the rules provided by

Sections 18092, 18093, 18095, and
18100 shal | apply.

While admtting that the transaction does not "readily
fall" into the literal provision of that section since
the 47th Street property was not sold within one year of
the purchase of the Piednont property, appellant argues
that "{rlelief from the wooden time restrictions of the
statute is certainly warranted, and clearly within the

l egislative intent." (App. protest ‘letter, June 14, 1984,
at 4.)

Thi s nonrecognition provision has not ,
previously been construed. However, the above statute is
simlar to its federal counterpart. (I.R.C.

§ 512 (a)(3)(p).) Accordingly, cases interpreting

| nternal Revenue Code section 512 (a) (3) (D) would be

hi ghly persuasive as to the proper. application of section
23732, subdivision (a) (2) (¢). (Meanley V. McColgan, 49
Cal.app.2d 203 [121 P.2d 45] (1942); Holmes v. McColgan,
17 Cal.2d 426 [110 P.2d 428] cert, den.., 314 U.S. 636 1856
L.Ed 510 (1941); Union Ol Associates v. Johnson, 2
Cal.2d 727 [43 P.2d 291] (1935).)

To our know edge, only one case has interpreted
I nternal Revenue Code section 512 (a)(3)(p). (Tamarisk
Country Cub v. Conmissioner, 84 T.C 756 (1985).) That
case involved the Interpretation of the phrase "organiza-
tion's sales price." he Tax Court noted that the
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starting point for interpreting a statute i S the Janguage
of the statute, itself. (Rosewel | v. LaSalle National
Bank, 450 U.S. 503, 512 [67 L.Ed.2d 464] (1981); Consuner
Product Safety Commission v. GIE Sylvania, 447 U S. 102
108 [64 L.Ed.2d 766] (1980).) Absent a clearly expressed
legislative intention to the contrary, the | anguage of a
statute ordinarily nust be regarded as concl usive.

(United States v. Turkette-, 452 U S. 576, 580 [69 L.E3d.24
236] (1981); Consumer Preduct Safety Conm ssion v. GIE
Sylvania, supra, 447 U S. at 108.)

The | anguage of section 23732, subdivision
(a) (2) (O, clearly provides that in order to qualify for
nonrecognition treatnent, the sale of the subject
property must occur within a period of one year after the
purchase of other property "used by such organization
airectly xn the performance of its exempc
function. ..." Appellant admts that the instant sale
occurred 16 nonths after the purchase of the qualifying
property, weil beyond the statutory period of one year.
Cting no authority, appellant neverthel ess argues that ‘
unusual market conditions "dictate a |iberal re-doing of
the provision" to conformwth the spirit of the statute,
(App.'s protest letter June 14, 1984, at 4.)

The Senate Finance Conmittee provided the
follow ng explanation with respect to the exception of
its tax on unrel ated business taxable income codified in
| nternal Revenue Code section 512 (a){(3)(D)s

In addition, the commttee's bill
provides that the tax on investnment
income is not to apply to the gain on
the sale of assets used by the

organi zations in the performnce of
their exenmpt functions to the extent
the proceeds are reinvested in assets
used for such purposes within a
period beginning 1 year before the
date of sale and ending three years
after that date. This provision is
to be inplenented by rules simlar to
t hose provided where a taxpayer sells
or exchanges his residence (sec.
1034). The conmittee believes that
it is appropriate not to apply the
tax on investnent income in this case
because the organi zation is nerely
reinvesting the funds formerly used
for the benefit of its nmenbers in
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ot her types of assets to be used fur
the same purpose. They are not being
wi t hdrawn for gain by the nenbers of
t he organi zation. For exanple, where
a social club sells its clubhouse and
uses the entire proceeds to build or
purchase a | arger clubhouse, the gain
on the sale will not be taxed if the
proceeds are reinvested in the new

cl ubhouse within three years.

(S. Rep. No. 552, 91st Cong., 1st Sess., reprinted in
196.9-3 C. B. 423, 470-471.)

Nothing. in the conmmttee report pertinent to Interna
Pevanue Code section 512 (a) (3)(D) supports appellant's
argunent that the statutory tinme Limits aie otier than
speci fic. (See Tamarisk Country Club v. Conmi ssioner
supra.) Accordingly, appellant®s first argunent nust be
rejected and-the gain realized nust be held to be

“unrel ated business taxable incone" subject to tax.

Thi s concl usion, however, does not end our
inquiry. At the oral hearing and in subsequent briefs,
appel lant argues that its adjusted basis for conputing
gain was, in fact, greater than it had initially reported
on its tax return, so that, in effect, it realized no
gain on the sale of the 47th Street property. First,
aﬁpellant argues that several of its menmbers contri buted
their labor to the construction of the 47th Street
building and that this labor, estimated to be $24,000 in
val ue, nust be added to its basis. (App. Post Hrng.
Meno., Sept. 30, 1985.) Moreover, appellant argues that
since it was an organization exenpt fromtaxation, it
never claimed depreciation so that the figure listed as
accurul at ed depreciation of $15,134 on its tax return
(Resp. Br., Ex. A) should be added back to its basis.
(App. Post Brng. Neno., April 8, 1986.) Respondent
answers that it has "trouble" wth respect to the |abor
el ement of basis and argues that section 24916 requires
that the property’s basis nust be reduced for "allowable
depreci ation® as opposed to depreciation actually
allowed. (Resp. Post Hrng. Meno., May T, 1986.)

We, |likew se, have trouble with appellant's
adjustnents to basis with respect to the labor of its
menbers. The basis of property acquired by purchase is
its cost. (Rev. & Tax. Code § 24912). The cost a
capital expenditures nmade to property during its holdiag
period can also be added to basis. (Rev. & Tax. Code
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§ 24916, subd. (a).) However, there is no indication

t hat appellant incurred any cost for the labor of its
menbers which it now clainms should be added to the basis
of the 47th Street property. Instead, it appears from
"the record that its nmenbers donated their |abor to
appellant. \Wile the donee's basis for property acguirzd
by gift is the sanme as the donor's basis (Rev. & Tax.
Code § 24914, subd. (a),) it cannot be said that its
menbers had any basis in their own l|abor. Accordingly,
we nust hold that appellant's clainmed adjustnent to the
basis of the 47th Street property relating to the |abor
of its menbers is erroneous.

Appel l ant's second argument relating to the
proper adjusted basis of the 47th Street property is also
m spl aced. In brief, appellant argues that while its tax
reidarn indicated that the cust basis of thz2 progeriy of
$17,312 had been reduced by accunul ated depreciation of
$15,134, as an exenpt organization it had, in fact, taken
no deduction.for such depreciation. Therefore, appellant
argues, no depreciation was allowed and, accordingly, no
adjustment to its basis is warranted when conputing gain.
Respondent answers that, pursuant to section 24916, basis
is adjusted not for depreciation "allowed" but deprecia-
tion "allowable" so that "no special treatment [should
be] given to property" held by a tax exenpt organization.
(Resp. Post Hrng. Memo., May 1, 1986, at 2.)

For federal purposes, it is clear that the
basis of property mnmust be decreased by the depreciation
"allowed" to the extent that this depreciation resulted
in tax benefit but. "not._less than the anount allowable.*
(I.R.C. § 1016 (a)(2)).2/ Moreover, Internal
Revenue Code section 1016(a)(3) provides, in relevant
part, that proper adjustnment shall be nmade when such
property was held by an organi zation not subject to tax.
The legislative history of this provision provided the
foll ow ng explanati on:

2/ Tnternal Rev‘' enue Code section 1016(a)(2) provides, in
relevant part, that proper adjustment shall be nade "for
exhaustion; wear and tear, obsol escence, anortization

and depletion, to the extent of the anmount ...
resultin%) ... in a reduction ... of the taxpayer's
taxes ... but not less than the amcunt

al |l owable. ...~
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B. Depreciation sustained while property
is used by a tax-exenpt organization
(sec. 1016) .

Where a tax-exenpt organization which has
held a property for a number of years becones
taxable (as in the case of the application of
the unrel ated business income fax since the
Revenue Act of 1950) questions have been
raised as to what basis the propsrty should
have for purposes of conputing degreciation
for income-tax purposes. Tha alternatives
avail able are the original cost of the

roperty, its fair market valuz at the time
?he or gani zati on becones. taxable, orits cost
less depreci ation and obsol escence which has
taken place during the interval priecyr to vhe
time when the organization becones taxable.

The present code does not deal
® specifically with this problez. The rule
presently followed by the Intarnal Rsvenue
Service is the third alternative described.
above. Yourconmttee has endorsed the
position taken by the Service by specifically
providing in the new code that the basis of
the property, for purposes of conmputi ng
taxabl e i ncone, is reduced for exhaustion,
wear, tear, obsolescence, anortization, and
depletion to the extent sustaiazd during any
eriod since 1913 when the grezerty was held
y an organi zation not subject to Income
t axati on.

(2.R. Rep. No. 1337, 83rd cCong., 2=3. Sess., reprinted in
1954-3 U S. Code Cong. & Ad. News +£t35].)

Appel | ant argues that tzs same rationale shoul d
apply to the instant appeal to limt the adjustment for
basis to the amount of depreciation taken or actually
sustained by it rather than the a=cunt all owable. The
rational e of the federal statute, hswever, appears to be
grounded upon the propesition thzt basis is reduced by
depreciation allowed to the extent that such depreciation

resulted in a tax benefit. (I.R.C. § 1016(a)(2); see
footnote two cited above?. The short answer to appel-
. lant's argunment is that neither this tax benefit

principle nor the adjustnent for organizations not
subj ect to income taxation (T.rR.C. § 1016(a) (3)(B))is
mandat ed by section 24916. Accoriizgly, We NMust hold
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that the federal legislative history cited above is not
relevant to the present inquiry and that respondent's
interpretation of section 24916 outlined above is
accurate.

Therefore, we hold that the respondent’'s action
nmust be sustai ned.
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HERESY ORDERED, ADJUDGED AND DECREED,
oursuant to section 26077 of the. Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claimof Ensign Club for refund of franchise
tax in the amunt of $4,041.06 for the incone year ended
January 31, 1978, be and the same i s hereby sustained.

Done at Sacramento, California, this 3rd day
of Decenber , 1986, by the State Board of Equalizati on,

wi th Board Menbers M. Nevins, M. cCollis, Mr. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins ; Chairmen
Conwav_H._Collis ; Hember
Wlliam M. Bennett » Member
Ernest J. Dronenburg, Jr. . Menmber
Wl ter Harvey* , Menber

*For Kenneth Cory, per Covernment Code section 7.9
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